








983 
994 
1003 


E 
a 
x) 
be] 
om 
—) 
mal 


IN THIS ISSUE 


Cost Accounting and Business Sur- 








vival, by H. T. McAnly......... 
Streamlined Billing, by Harry R. Ed- 
Management Control Through the 
Medium of Reports, by Bradford 








N. A. C. A. 
Vol. XXVI, No. 21 





4e ‘ 


Sayre AMA AARABASAS 


ee et ee et et et et et ee 3 : 3 
SSSSSSSSSSSSALALSFESLSSSSASAAALAAAAAAAARASASSBBSASRSSASSSBASAASARAAE °: * 


ne me memati ih EA tRetAtnrnS GAMONMMHOMBOUMMMBMVMSWOM MMMM eeewowy -@ -weeeF * 


tr tts" £8 £344 " : 4+ + 4% 458 
73 P4 3 ‘3x8 4 sSzesssss ‘333338 See Ve we eee ¢ SF oe = 
- -_ 





J 
” 





EDITORIAL DEPARTMENT NOTE 


What kind of costs will make the greatest contribution to business survival 
in the competitive postwar years? “Planned Product Costs,” says H. T. 
McAnly, author of the first article in this issue, who feels the all-inclusive 
specification costs will best provide the information which management 
needs for the various pu’ for which costs are used. Mr. McAnly, Resi- 
dent Partner of Ernst & Ernst, Chicago, is widely known for his many arti- 
cles on cost peeing aver and as a frequent speaker at meetings of 
accountants, including A ty A. chapters and National Conferences. He 
is a member of N. A. C. A., the American Institute of Accountants, the 
Illinois Society of C. P. A’s, and the Illinois Manufacturers’ Cost 
Association. 

Our second article, on “Streamlined Billing,” describes an accounting 
shortcut which has proven of considerable value in the department store 
field and offers possibilities for application in other fields. Harry R. Ed- 
wards, the ns of this article, is a graduate of Ohio State Leger ay and 
an Ohio C. P. A. Following twelve year $ in public accounting with 
& Ernst, in Cleveland, he joined The F. & R. Lazarus & Co., as Assistant 
Controller and Office Manager in 1941, and was promoted to Controller in 
1944. During the past year he has served as Membership Director of the 
Columbus Chapter of N. A. C. A. 

A discussion of the general principles for developing a structure of reports 
for an industrial concern and a case example dealing with the reports cover- 
ing the selling operations of Standard Brands, Inc. is provided by Bradford 
Cadmus in our third article. A graduate of Columbia College, Mr. Cadmus 
was connected with Bell Telephone Laboratories, Royal Baking Powder Co., 
and Walter V. Davidson Corp., before joining Standard Brands, Inc., in 
1931 as Director of Field Accounting. In 1942 he became Assistant Comp- 
troller and two years later was made Assistant to the Comptroller, the 
tion he now holds. Mr. Cadmus has been active in the management o the 
Institute of Internal Auditors, having served as National Director and Na- 
tional Secretary of that organization. 





Articles published in the Bulletin present many different viewpoints. In 
publishing them the Association is not sponsoring the view expressed, but 
is endeavoring to provide for its members material which will be helpful 
and stimulatin Communities comments are welcomed and will be published 
in the Forum Section of the Bulletin. 
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COST ACCOUNTING AND BUSINESS SURVIVAL 


By H. T. McAnly, 
Resident Partner, Ernst & Ernst, Chicago, Ill. 


[* the readjustment period with which all industry is now con- 

fronted, the application of sound cost accounting will be a 
primary essential to business survival. The emergency period 
resulting from the war placed primary emphasis on production 
without too much regard for cost since much of the risk normally 
assumed by industry was removed through collective planning and 
guarantee of cost recovery. This condition, coupled with high 
taxes on profits, has been conducive to looseness in operating 
expenditures. 

It is indeed unfortunate that during the war years so much 
emphasis has been placed on the recovery of so-called actual costs 
without particular disclosure as to the reasonableness of the 
amounts of cost. With the advent of cost-plus-fixed-fee con- 
tracts, coupled with the elimination of competitive bidding in the 
placing of*many fixed-price contracts, accounting and cost pro- 
cedures in many cases have deteriorated so far as to become 
merely historical recordings of disbursements properly documented 
with supporting data in order to insure recovery. In many exist- 
ing cost procedures today there is no provision for the original 
and primary purposes of cost accounting, that is, to assist in the 
accomplishment of a carefully planned operation. There has been 
a noticeable tendency to drift away from the cost planning and 
cost control procedures which have proved so effective and so 
essential to sound management prior to the war. 

There are many impending conditions which will distort post- 
war markets and costs. Competition in almost all industries will 
have greatly increased as business eventually settles to a peace- 
time operation. Plants and facilities acquired during the war 
period and fully charged off against war operations, as, well as 
properties acquired through the sale of government facilities (at 
only a fraction of their cost), will certainly find use in the post- 
war peacetime operations, with little or no attendant actual fixed 
charges to be absorbed in operating costs. Many facilities will 
be obsolete as a result of the tremendous progress made in pro- 
duction methods during the war period. 
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Saturated markets of many items of durable goods will exist. 
The return to civilian life of many millions of individuals now 
in the armed services or in government agencies, as well as the 
transferring of war workers to peacetime products, can and will, 
no doubt, cause considerable confusion and lost motion, much of 
which will be paid for by industry during the readjustment period. 
Thus, unless means are quickly established so that the cost of 
the job to be done can be carefully planned and means of con- 
trolling costs set up so as to keep within the planned limits, many 
businesses may fail to survive. The advent of all these added 
complications makes it more imperative than ever that we, as cost 
accountants, realize that the application of cost accounting re- 
quires the exercising of sound judgment. 


Planned Product Cost 


Planning the cost of the job to be done as compared with the 
contemplated revenue is budgeting, and the tools used to furnish 
management with the cost factors needed in planning and in keep- 
ing costs in line with the budget are the recognized fundamentals 
of cost accounting. It is time that cost accountants eliminate 
from their vocabulary such terms as “ideal,” “basic,” “current 
standard,” and “actual” product costs which have merely added 
to the confusion in the past. In practical application we must 
recognize that management is interested only in one product cost, 
the all-inclusive specification cost upon which it can base pro- 
duction and marketing policies. 

Sound cost procedure is based upon the widely accepted concept 
that the true cost is the planned or budgeted cost of product. It 
is the amount of actual cost properly assignable to the products, 
the accurately and scientifically determined actual product cost. 
In this planned specification or standard product cost, provision 
is made for all elements of cost, including a normal amount of 
waste and spoilage and unavoidable average losses in labor cost 
due to defective materials, defective equipment, excessive setup 
time, use of nonpreferred equipment, idle time paid for, overtime 
premiums, failure of individuals on piecework or standard-time 
incentive to make guaranteed earnings, etc. Thus we consider 
the planned or specification product cost as the one which is all- 
inclusive and which has, as a part of its content, average provisions 
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for unavoidable losses which are always present since perfection 
under most conditions is impossible of attainment. 


Elements of Product Cost 


Product cost, as determined under sound cost accounting prin- 
ciples, includes the cost of developing, producing, and marketing. 
Product development cost may be determinable for a specific 
product; it may represent an equitable allocation of general devel- 
opment cost applicable to a class of products of which the item 
in question is a part; or it may be a combination of both specific 
and general development costs. The cost of producing is made 
up of the cost of the materials required, the cost of the direct 
labor, and manufacturing expenses directly or indirectly incidental 
to the various processes and operations involved. The cost of 
marketing includes administrative and general selling expenses 
applicable to all products, direct advertising, servicing, and guar- 
antee costs applicable to specific product classifications, and direct 
selling expenses occasioned by the particular channel through 
which an item is marketed. 

Thus product cost, as developed through the use of sound cost 
accounting principles, represents the total direct and indirect cost 
required in the development and manufacture of a specific com- 
pleted or partially completed product as well as the direct and 
indirect cost incident to its sale to a specific type of customer. 

Operating costs which cannot be assigned to specific products 
include those occasioned by short runs which bring about exces- 
sive labor costs due to high setup, the routing of individual lots 
over nonpreferred equipment due to unbalanced shop conditions, 
excessive time on the part of untrained shop employees or ex- 
cessive time in the machining of products occasioned by defective 
materials produced in the foundry, excessive time due to tool 
trouble, equipment trouble, etc., and these costs cannot properly 
be considered as a specific cost of the “unfortunate” items in pro- 
duction when such occur. Such items of operating cost are there- 
fore not capable of being specifically planned as representative 
costs of material or labor and must be provided for in the same 
manner as all other indirect operating cost, that is, in normal 
burden. It is immaterial whether certain of these items are 
actually considered in the burden rates or whether they are applied 
as separate items of operating cost, for the same result is ac- 
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complished. Including them in the burden rates may merely tend 
to simplify the procedure. 

Management must be in possession of the true cost factors to 
use in planning each element of product cost. The two cost 
factors, quantity and price, are applicable to each of the cost 
elements—material, labor, normal manufacturing burden, and 
normal commercial burden. The quantity and price of materials 
can easily be determined from specifications and commitments. 
The quantity of labor which should be consumed can also be pre- 
determined from a knowledge of the operations necessary, a 
scientific means of predetermining the time which will be required 
in the performance of each, and the occupational wage scales 
applicable thereto. The burden factors furnished management 
must cover all normal opsrating expense, including provision for 


unavoidable waste, spoilage, and excess labor costs that cannot be 


planned as specific item costs. 

The application of these cost factors produces the true cost at 
which a product should be produced, and it is upon this cost that 
selling policies are predicated. The acceptance of this planned 
cost (which we call “standard product cost”) as true product cost 
cannot be questioned, since cost must always be considered in 
relation to selling price. When changes are necessary in the cost 
factors (in quantities of materials, in processing or fabricating 
time, or in prices), because of changes in product design, in method 
of manufacture, in material prices, in occupational wage scales 
or in the value of the elements covered in the burden provision, 
a new planned cost must be computed. 

This planned cost is based upon the materials required as de- 
termined from the engineering specifications, formula mixtures, 
etc., priced at current commitment prices in effect or contemplated 
to be in effect for the ensuing period of the selling price, and 
the time required in manufacturing or processing, extended at 
current occupational wage rates and normal burden rates. The 
latter must include provision for all operating cost which normally 
will occur and which cannot be provided for as specific prime cost 
of the respective items. 


Variations from Planned Cost 
After planned product cost is accepted as the correct cost, the 
resultant variations in actual operations from the planned pro- 
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visions should be reflected in such a way to portray the cause for 
their occurrence. No attempt should be made to allocate them to 
specific products which were in production when they occurred. 
If the variations represent losses which are avoidable and can be 
corrected, they are truly definite charges against the profit or loss 
for the period. If they represent uncontrollable revisions in 
values (material prices or wage rates) or insufficient unavoidable 
loss provisions in the cost factors, they represent adjustments 
which apply not only to the specific product in process during 
the period in which they occurred, but to the cost of all products 
affected by the necessary revisions in cost factors applicable to all 
products. 

The planned cost of a product, in effect, represents a commit- 
ment by the engineering, purchasing, standards or rate setting, 
production, and factory administrative divisions on the required 
cost elements necessary in the production of the item. In a sense, 
it is analogous to the commitment made with a vendor covering 
a purchased item. Thus this factory commitment actually reveals 
the relative value of an item from a marketing’ standpoint since 
it is used by the marketing division as cost in the formation of 
selling policies. In the development of this planned or specifica- 
tion cost, all make-ready or setup cost should be segregated, so that 
the effect on cost of changes in planned production quantities can 
be readily calculated. 


Departmental Cost Analysis 


The extent to which manufacturing expense or burden must be 
broken down by operations, production centers, or departments 
for product cost determination is affected by the diversity of the 
operations involved in the manufacture of the various products. 
In theory, each machine tool has a specific burden rate based 
upon the investment, floor space, maintenance, tool expense, etc. 
In practical application, small variations in the burden cost of 
operations or in the relative time each requires may ~preclude 
the necessity of developing a large number of burden rates for 
product cost calculation. Thus, in some of our major industries 
but few burden rates are necessary ‘for the development of prod- 
uct cost. However, it is essential that controllable expenses (in- 
cluding all waste, spoilage, and labor losses) be classified accord- 
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ing to the various functions or departments so as to set forth the 
accountability of the supervision responsible therefor. 

Thus expense analyses serve two widely different purposes: 
(1) to provide a means of rebudgeting the normal burden cost 
factors or rates used in product cost development; and (2) to 
establish an effective means of controlling operating expense. The 
two breakdowns may coincide but seldom do. An enterprise 
which produces a line of products in which the relative operation 
time involved in each is not at too great a variance, as far as the 
various types of operation are concerned, may require the use 
of only a single overhead rate for the application of manufacturing 
burden in product cost planning. On the other hand, this same 
enterprise may consist of a series of departments under the con- 
trol of different foremen, and it may be essential that controllable 
items of operating cost be budgeted for each volume of activity 
in order that the performance of the various departments may be 
effectively measured against attainable standards. 

The budgeting of controllable expense by supervision respon- 
sible therefor must represent projections of attainable expense pro- 
visions, in each functional division for each volume of activity. 

The product burden rate or rates (cost factors) must repre- 
sent contemplated operating conditions and contain normal pro- 
visions for all operating cost not specifically provided for as prime 
cost of material and labor. Factory burden should be applied 
on the basis of the relative time of plant capacity consumed. Thus 
overhead may be applied as a rate per machine or equipment 
hour, or as a price per man-hour if man-hours coincide with the 
required time of the process, or as a percentage of direct labor 
(for convenience) if direct labor hours parallel the process hours 
or fabricating time and the individual labor rates per hours, with- 
in a department, process, or function, do not vary widely. © 


Planned Profit 


Planned gross profit margin above factory cost must contain 
provision for the amortization of specific or general product de- 
velopment costs; provision for direct marketing costs applicable 
to the various customer classifications within each channel of dis- 
tribution for each product classification; and provision for the 
absorption of general fixed administrative and selling expenses. 
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In determining the gross margin sufficient to absorb general 
fixed administrative and selling expense and provide a reasonable 
profit, consideration should be given to the turnover of working 
capital and the turnover of the investment in physical properties 
in relation to the value of the conversion cost produced. Gen- 
erally a greater margin percentage should exist on products 
which require a relatively larger amount of conversion cost in rela- 
tion to the total cost than on those the cost of which is made up 
largely of material, with little attendant plant capacity required. 

For example, let us assume that we have a $10,000,000 asset 
valuation, one-half of which is invested in working capital and 
one-half in fixed properties. Let us assume also that the budgeted 
fixed administrative expenses of the business, on an annual basis, 
equal $2,000,000 and that a reasonable return (before income 
taxes) on the net worth of the business would be $3,000,000. Thus 
we must create a margin of $5,000,000, or 50 per cent of our 
asset investment. If we turn the working capital five times 
during the year, we must make I0 per cent gross margin on each 
turn to produce a 50 per cent gross margin in the aggregate. If 
the turnover of the $5,000,000 investment in plant properties ex- 
pressed in relation to the conversion cost produced by the plant 
(which we will assume to be $10,000,000) discloses a turnover of 
two, then we must make a 25 per cent margin on each turn to 
cover the administrative expense and the profit. The conversion 
cost is also a part of the working capital investment. 

Thus we might be approaching a more equitable solution if the 
administrative expense and profit were provided for by adding 
(in this example) 10 per cent—4 per cent to cover administrative 
costs and 6 per cent for profit—to the material cost; and 35 per 
cent (25 plus 10) or 14 per cent to cover administrative expenses 
and 21 per cent for profit to the conversion cost. This procedure 
would vary the total gross percentage margin provided for (to 
cover administrative expense and profit) in each of the products, 
depending upon the relative amount of material and conversion 
cost in the cost of each. 


Price Level Factor 


As far as is practical, standard product costs should be con- 
tained in the records so as to refiect current prices, current wage 
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scales, existing operating routings, etc. However, when we are 
dealing with a multitude of items, it is sometimes not practicable, 
because of the clerical effort involved, to attempt to keep the 
costs revised with each change with attendant adjustment of in- 
ventories. Thus, from a bookkeeping standpoint, we may be 
carrying amounts as cost value (in and out of inventory during 
interim periods) which do not coincide, as applied to specific items, 
with the current planned or standard cost which would be furnished 
the management if called for. Variances which result under these 
conditions, which would not exist were the costs adjusted to their 
true basis, are segregated and can be applied in the aggregate to 
adjust the inventory value. The approximate content of each cost 
element in the inventory can be easily determined and the necessary 
percentage adjustment of the cost element effected in total. 

The information on product cost furnished the management on 
specific items (when called for) must, however, always represent 
the planned cost based upon current commitment prices (or market 
prices to be effective when the current commitments run out, if the 
planning extends over a period not fully covered by existing com- 
mitments), the current wage scale applied to the time required for 
existing operation routing, and the normal burden rates. Specific 
product costs furnished the management must always be the costs 
as currently determined for the particular item and not a previous 
cost adjusted by average percentages (which may suffice for com- 
posite inventory valuation adjustments). 

It may not be practicable to have available current specific 
product costs on all items at all times, particularly where a multi- 
tude of items are involved. Under these conditions it should only 
be necessary to have the current cost available on key items which 
generally form the bulk of production and are truly representative 
of the general trend in cost. By properly classifying materials 
and direct labor as the final assembly costs are prepared, the 
development of current specification costs can be facilitated. 
Parts should be cross-indexed as to the quantity used in each 
of the final assemblies to which it is common. Thus as operation 
changes occur in a part, the effect on each final assembly involved 
can be quickly reflected. 

In the preparation of the original specification final assembly 
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cost, the direct labor in each part, subassembly, and final assembly 
should be grouped and summarized so as to reflect total amounts” 
subject to the various departmental or production center burden 
rates. This summary can be kept up to date by posting adjust- 
ments thereto as operation changes involving revisions in stand- 
ard time on the individual parts and assemblies take place. Thus 
burden can be readily applied to the revised labor total amounts. 


Combined Inventory Account 


In sound procedure, clerical effort is reduced to a minimum 
through the use of a combined inventory value which covers the 
value on a standard or planned basis of all productive materials, 
parts in process, finished parts, assemblies in process, and finished 
stock. To this account are charged purchases after they are ad- 
justed to the prices used in the planned cost. The differences 
between the aggregate actual delivered prices of materials pur- 
chased and those planned and used in product cost are properly 
classified as price differences or variation accounts. If excessive 
delivered material costs are brought about by improper planning 
of purchases, the loss is taken as it occurs. On the other hand, if 
the differences result because it is not practical to keep all cost 
values during an interim period adjusted to current commitment 
prices, this type of uncontrollable variation is set forth as a price 
variation of the classification that would not exist were it prac- 
ticable to keep costs on a current basis and can be used to adjust 
the aggregate standard inventory value to a revised costs basis. 

Only raw materials, such as foundry metals, lumber formula 
ingredients, etc., of which the yield must be measured, are carried 
as separate raw material inventory amounts. The amount used 
thereof is compared with the planned or standard material cost of 
the rough castings, dimension stock, bulk mixtures, etc., since 
the yield percentage cost factors used in the calculation of these 
standard or planned amounts, accepted as cost, must be carefully 
checked. All other materials, such as rods, sheets, tubing, bar 
stock, purchased castings, purchased parts, containers, etc., are 
carried, as purchased, to the combined inventory account. 

Only planned quantities of materials should be delivered to 
production lines; thus there is nothing gained by recording the 
value of materials moved from materials to in-process, etc. If 
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excessive scrap occurs on initial operations, the requisitions cover- 
ing replacements should be valued and charged to scrap loss, thus 
eliminating them from the combined inventory valuation. 

The portion of the shop payroll representing direct labor which 
coincides with the planned labor that has been considered as cost 
is charged in total to the combined inventory since it represents 
the enhancement in value thereof due to accrued labor. This stand- 
ard time or labor cost which is thus charged to inventory represents 
the base for the determination of the normal overhead to be charged 
to the combined inventory and credited to overhead absorbed. 

Thus, materials as purchased or produced from a raw state are 
charged to inventory at the standard or planned value, and stand- 
ard or planned labor and burden, as accrued, are added to the 
inventory valuation. Thus we have charged therein only values 
which will be relieved therefrom as items are scrapped or shipped 
(at the planned or standard basis). 


Pricing Problems 


The costing of sales presents another problem which may cause 
the procedure to become cumbersome. The development of gross 
profit margin percentages through the extension of production at 
cost and list or selling price value or the determination of approxi- 
mate gross margin percentages on various classes of items, which 
may represent a large portion of the number of orders billed but a 
small portion of the volume, may be sufficiently accurate for in- 
terim statements. 

Competitive price conditions may not permit the recovery of 
full normal product cost, and a knowledge of the direct cash outlay 
incidental to production ahd marketing discloses the lowest sell- 
ing price at which it can be marketed with a “cash” margin return 
in excess of the direct cash outlay involved. Each burden rate 
or cost factor is made up of variable items of cost which fluctuate 
with activity, coupled with fixed expenses not necessarily affected 
by volume. The exclusions of the fixed expense in each rate will set 
forth a resultant burden rate to be used in computing cash-outlay 
product cost in which all fixed expenses are eliminated. 

Let us not waste time on academic discussions as to what is 
normal burden, etc., but set up flexible cost factors which can be 
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quickly adjusted to reflect any contemplated set of operating con- 
ditions. To suggest that fixed charges be computed on replace- 
ment costs of physical assets may be wishful thinking if competi- 
tion does not do likewise. OPA formulas probably will not permit 
normal depreciation recovery on “free” equipment, charged off 
during the emergency period, since in theory it has been or will 
be paid by the consumer through taxation. Thus the company 
in the lowest cost position may set the selling prices for all. 


Conclusion 


In conclusion, let me briefly summarize my comments: The 
proper interpretation of costs in the critical postwar era will serve 
to equip management with the cost factors needed in planning 
and provide the means of keeping operating costs within the 
planned limits. Sound cost procedure is the budgeting or plan- 
ning of product cost and is inseparable from the sound policies 
which should govern any progressive manufacturing business. 

Operating cost which coincides with planned. cost calls for a 
minimum of clerical effort since no attention need be directed to 
it. Operating cost which deviates from planned cost must be 
reflected in such a manner as to set forth the reasons for the devi- 
ation, so that more effective control may be exercised or the cost 
factors (to be used in future product cost planning) adjusted to 
contain the necessary average experience provisions for unavoid- 
able excess costs, losses, etc. 

We must keep in mind that the planned cost is a commitment 
with the organization. It is accepted as a carefully -planned at- 
tainable cost. As accurately as the instruments of accounting 
permit, it is the true cost assignable to product until such time as 
a mew commitment or planned cost must be computed to cover 
changes in design, on process routing or time, or in the value of 
the quantities of materials and time required in its production. 
When it is changed, it is merely a new commitment, a new cost, 
but it always represents what the management should consider the 
product cost, the true cost, since it represents the portion of actual 
operating cost assignable to the specific product. 











N. A.C. A. Bulletin July 1, 1945 





STREAMLINED BILLING 


By Harry R. Edwards, Controller, 
The F. & R. Lazarus & Co., Columbus, Ohio 


AS a result of the war effort, industry has been forced to find 
newer, faster, and more effective methods of getting work 

done. Witness the development in production methods in factories, 
which have smashed records in producing airplanes, tanks, guns, 
ammunition, and the myriad items necessary to the war effort. 
Because of the exodus of trained personnel from so-called non- 
essential occupations and industries, the remaining executives in 
those organizations concerned with the supply of civilian needs 
have been compelled to examine and re-examine their procedures, 
trimming and revising them, and reducing them to the minimum 
with which their various activities can be carried on with safety. 
A great deal of constructive material has been developed as a 
result of this analysis. One such development was that of non- 
descriptive skeleton billing in the department store field. Believing 
that a description of this type of billing may be of interest not only 
to retail stores, but may have an application to other types of indus- 
try, this paper will be devoted to “Streamlined Billing” and the 
points of advantage claimed for it over the conventional type of 
billing. 
Conventional Billing 

In conventional billing, as practiced in a typical department store, 
the equipment consists of a battery of bookkeeping machines. The 
typical bookkeeping machine is a combination of an adding machine 
carrying multiple totals and a typewriter. The typical operator 
must be an expert typist with at least a flair for balancing figures. 
Records consist of ledger cards, statements and posting media, 
usually sales invoices, credit memos for returned merchandise or 
price adjustments, and cash payment memoranda. 

Posting media reach the billing department daily, and the oper- 
ator’s daily job consists of the following tasks: 


1. Arranges posting media alphabetically, i.e., in the same 
order as the ledger cards are filed. 
994 
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2. Selects the proper ledger card and statement from the 
ledger tray, interleafs carbon, and collates in the book- 
keeping machine. 

3. “Picks up” the previous balance on the ledger card. 

4. Posts a description of merchandise purchased or returned 
or cash payments and amount of same to the statement and 
ledger. 

5. Tabulates the resultant balance on the ledger card and 
statement. 

6. Removes the statement and ledger card from the machine, 
removes the carbon, and returns statement and ledger card 
to the tray. 


Each day this process is repeated for the day’s transactions. If 
a customer has one transaction per month, this operation is per- 
formed once per month. However, if the customer makes three 
purchases on different days, makes a payment on an account on 
another date and returns merchandise for credit on still another 
day, the operations previously described must be repeated five 
different times on that single account. A typical department store 
statement contains about four to five transactions in a single month. 
It is obvious then that one account must be handled four to five 
times per month under the conventional billing plan. 

In step 4, the writing of description of merchandise purchased 
or returned necessitates reading and transcribing information from 
hand-written sales invoices or credit memoranda which is usually a 
task requiring much experience. Sales invoices sometimes are 
illegibly written or abbreviated, and often it is almost impossible 
without the closest scrutiny to interpret correctly the informa- 
tion and put into a form intelligible to the customer. 

More lucrative positions offered by war plants and other essen- 
tial industries, together with the relocation of operators who fre- 
quently follow their husbands from camp to camp or from war 
plant to war plant have caused a heavy drain on the experienced 
personnel of so-called nonessential industries, so that it has been 
necessary to train inexperienced personnel for operators’ jobs and 
this has been an expensive process as well as a deterrent to the 
speed with which these operations can be carried out. The placing 
of learners in these jobs could have only one result, namely the 
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slowing down of performance. The only remedy with the existing 
system would have been to add more machines and operators. 
Operators, of course, are hard to get for reasons mentioned before, 
and additional accounting machines have been extremely difficult 
to obtain because of War Production Board restrictions. Hence 
the need for an analysis of this routine job to ascertain a better, 
quicker, and more economical way of performing it, not only in 
wartime, but as a permanently satisfactory method. 


“Cycle” Billing 

In searching for a method of billing which would remedy the 
difficulties encountered in conventional billing, numerous systems 
were explored by department store people, and the one finally de- 
cided upon by several stores was selected because of the advantages 
which are covered in the following paragraphs. This system is 
known by several names such as “Skeleton Cycle” billing, “Cycle” 
billing, and last the name by which it is referred to in this paper, 
“Streamlined Billing,” which is significant of the reasons occasion- 
ing its adoption. 

The first reason involves the “cycle” feature. In conventional 
billing all statements are mailed on the first or second of the calen- 
dar month and cover transactions occurring in the preceding cal- 
endar inonth, In cycle billing the customers’ accounts are divided 
into alphabetical segments, each of which is billed on a different 
day of the month. For example, we might have the following time- 
table of billings : 


Customers Whose Covering W ould Be Billed and 
Names Begin With Transactions From Mailed to Customers 
A April 2 to May 1 May 4 
B 3 2 5 
Cc 5 4 7 
D 6 5 8 

etc. 


The advantage of billing customers at numerous times during 
the month lies in the fact that, in this way work can be spread over 
the entire month, thereby eliminating peak loads at the beginning of 
each month. A by-product, of course, is the fact that payments 
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on account will likewise be received more evenly during the month, 
thereby spreading the work of handling them more evenly during 
the month instead of concentrating them during the second and 
tenth of each month as is the case under a conventional billing 
plan. Another advantage is the ease with which collection work 
can be distributed during the month. By reason of the even dis- 
tribution of work throughout the month in the various divisions 
previously mentioned, it is possible to handle this work with a 
smaller and more stable staff of experienced workers, and the work 
will be performed more efficiently and speedily than is the case 
with a peak-load operation common to a conventional billing sys- 
tem. 

The second reason for adopting such a system is that it makes 
possible so-called skeleton billing, whereas under the conventional 
billing system it is necessary for the biller to read the date, descrip- 
tion of merchandise, tax, and total of each invoice and transcribe 
this information to a ledger and statement. Under the stream- 
lined system, only the total of each sales invoice need be read and 
transcribed. By this means it is possible to use as operators, per- 
sons who are not expert typists and who have had no experience 
at all in reading and deciphering hand-written sales invoices. This 
is a definite advantage as it cuts down the amount of training 
necessary for billing machine operators. 


Equipment «4 Forms 
Equipment necessary for this type of billing is as follows: 

1. Bookkeeping or posting machines having sufficient totals 
to supply the necessary information on both statement and 
ledger card. The machines selected for our installation 
were five six-total machines with split platens to permit 
the insertion of both ledger card and statement at the same 
time. (Under conventional billing we had nineteen ma- 
chines and operators.) 

2. Filing equipment to house credit applications, ledger cards, 
and posting media for all customers, both active and those 
inactive which may again become active. 

3. Photographing equipment consisting of cameras, film, and 
projectors necessary to photograph statements and posting 
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media and, for reference purposes, to project the images 
of these records on a screen. 

4. Stapling equipment to attach posting media to the state- 
ments before they are mailed. 


The principal forms which are used in this system are as fol- 
lows : 


1. Credit application. 
2. Customer’s ledger card. 
3- Various forms to eliminate nonuniform memoranda. 


Installation 

Preparatory to operating this new system, it is necessary to pre- 
pare the records and file them in the proper order. Credit applica- 
tions and ledger cards must be headed up with customers’ names 
and addresses, which can be done by using either addressograph 
equipment or typewriter. Credit information must then be trans- 
cribed from the oid records to the new credit application and ledger 
cards. These cards are then filed into the filing equipment in 
alphabetical order, with the credit application and ledger card form- 
ing a filing pocket into which posting media can be inserted. 

The ideal time to start the new system is at the end of the 
month. After the billing has been completed for the preceding 
month’s transactions, it is necessary to insert the end of the month 
balances on the new ledger cards and balance them to the control 
of accounts receivable. When this balance has been obtained the 
new records are ready for use. 


Current Operation 


Cycles are made up in our installation as shown at the top of 
page 999. The manner in which cycles are established is a matter 
of individual preference and should be determined after due study 
of each individual case. It is, of course, desirable to keep the 
cycles of as near equal size as possible. 

Sales invoices for the first day of the month are sorted into 
alphabetical order. Then a total of each cycle’s invoices is obtained 
by an adding machine listing. The total of each cycle together 
with the sales invoices listed thereon, is then turned over to a con- 
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Names Beginning - Billing and 
Cycle With Mailing Date 
I A 4 
2 B 5 
3 C 7 
4 D 8 
5 EF 9 
6 G II 
7 H 13 
8 IJK 15 
9 L 17 
10 M 19 
II NOPQ 22 
12 R 24 
13 S 27 
14 TUV 29 
15 W I 
16 XYZ 3 


trol clerk. At this point a check is made to make sure that all of 
the invoices listed are present and correctly listed. The control 
clerk makes the proper debit on each cycle control for total sales 
and turns the invoices over to the file clerk who has been assigned 
certain cycles for filing. The invoices are filed in each customer’s 
file pocket according to name and address. 

Credit memoranda are then sorted in the same way, and after 
the cycle controls are posted these memoranda are filed into the 
customers’ file pockets. The same procedure is followed for cash 
payments and then for any other posting media such as journal 
entries, correction memoranda, etc. This procedure is continuous 
and follows the same general lines throughout the month. 


Billing 

After the last day’s transactions are inserted in the files for any 
particular cycle the billing operation starts. First of all, pre- 
addressed statements are inserted in the file pocket of each cus- 


tomer who has either a beginning balance or at least one transac- 
tion record in file. Then the files are carried to the billing machine 
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or the billing machine is set up at the file. The biller then goes 
through the following procedure for each active account: 


Removes the statement, ledger card, and posting media 
for a customer. 

Inserts the statement in the left platen and the ledger card 
in the right platen. 

Picks up the previous balance from the ledger card; the 
machine prints this balance on the statement and auto- 
matically shifts to charge column on the statement. 

Lists all charges in charge column and touches tabulation 
key which shifts to cash column. 

Lists cash payment in cash payment column and machine 
automatically shifts to credit column. 

Lists credits (other than cash) and touches tabulation key 
which causes the machine to shift to the balance column 
on the statement, print the balance and automatically shift 
to the balance column on the ledger card in the right platen 
(which is stationary), prints the balance on the ledger 
card, automatically shifts to cash column on ledger card, 
prints the cash received, and prints the total credits on the 
ledger card and the carriage of the machine opens. 
The operator removes the statement and places it on top 
of the posting media, removes the ledger card and refiles 
it in the customer’s file. 


STATEMENT 













John Doe 
2743 Brown St. 
Columbus, Ohio 


Please return this top with your remittance 


THE BLANK COMPANY 
COLUMBUS, OHIO 









Billing Previous | Purchases | Payments | Credits Balance 
Date Balance Due 











May 8 25.00 
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After this operation is completed the statement will appear as 
shown at the bottom of page 1000, and the ledger card as shown 
on page IOoo!. 

This billing operation is carried out for each account in the 
cycle and then the posting media and statements are turned over 
to a proof clerk. The proof clerk proves the accuracy of the billing 
by means of a complete listing of the media on a plus and minus 
adding machine. The net posting as shown by the bookkeeping 
machine totals is compared with the net total of the posting media. 
If these two totals agree, then the statements and media are given 
to the photographing clerk who runs them through the camera, tak- 
ing a picture of each statement and the posting media posted 
thereto. The statements and media then proceed to the mail desk 
where clerks check the media against the statements, staple them to 
the statements and insert the statements in window envelopes. 
The envelopes are then machine stamped and mailed. 

The film is developed, properly catalogued, and remains on file 
for reference by store employees or customers when necessary. 
Incidentally, this disposition of the posting media conserves valu- 
able filing space and provides the customer with a very satisfac- 
tory means of checking the accounts receivable statement which he 
gets monthly. 


Conclusion 


The purpose of this paper is to present in brief form a picture 
of how streamlined billing can be done and some of its advantages. 
Many of the gruesome details have been omitted in order to save 
space but they still exist. No one should make the change without 
a thorough study of this system and a comparison with the exist- 
ing one ; however the points of advantage seem obvious in the case 
of retail stores. The more times an account is handled under ex- 
isting systems, the more advantageous it is. Its benefits in dis- 
tributing the work more evenly are too important to overlook. So, 
give it an inspection and see if these advantages appeal to you. 
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MANAGEMENT CONTROL THROUGH THE MEDIUM 
OF REPORTS 


By Bradford Cadmus, Assistant to Comptroller, 
Standard Brands, Inc., New York, N. Y. 


f haere continuing increase in the magnitude of corporate oper- 

ations is due partially to natural expansion of the markets of 
the country and the dollar volume of business, and partially to 
diversification of established businesses through acquisitions which 
supplement existing operations. The result of such acquisitions is 
usually to broaden the territory in which a business operates or to 
increase the range of products which are handled through an exist- 
ing organization. With this constant growth in size and scope of 
business operations, it becomes increasingly difficult for manage- 
ment to supervise personally the operations of the detailed locations 
which, taken together, constitute the business. Consequently, con- 
trol must be exercised to an increasing extent through reports. 

To put it in another way, a small business has minimum need 
for reports. A merchant running his own store can read his cash 
register, look at the amount of money he has in the bank, and these 
facts, together with his general knowledge of how much he has in 
stock, and the general situation of the community give him an 
indication of the state of his business, which is sufficient for his 
purposes. Should he open another store, he will require the man- 
ager of the new operation to give reports of cash, purchases, and 
expenses and to keep certain continuing records. This is the man- 
ner in which a structure of reports begins. 


Organization Size 

The average conception of a large corporation is that of an in- 
finitely complicated structure of innumerable pieces, intricately 
interwoven. This is not and should not be the case in any well- 
organized business. Look at it from the old parallel of the forest 
and the trees. The big organization may cover more ground, may 
have the ground divided into a number of woodlots, but the trees 
are just the same and the ground is just the same. The structure 
of a large organization can and must be simple; lack of simplicity 
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is a symptom of lack of straightforward thinking on the part of 
management. 

In considering a large organization, one finds that responsibility 
is divided into various levels of authority. Within each level, 
the business is organized into sections which work within limits 
of authority and responsibility as defined by the general manage- 
ment. In the sections comprising the lower levels of authority, 
one finds that supervision may usually be effectively exercised 
through familiarity, as these sections in many ways correspond to 
small individual businesses. In order that management in higher 
levels may control, coordinate, and compare, it becomes necessary 
that reports be prepared for the use of management. This reliance 
on reports continues and increases. The point may be expressed 
simply as follows: 

As the scope of an organization increases, management has 
no option but to rely more on reports and less on familiarity 
for control of the business. Consequently, in this situation 
the development of a structure of reports that will present a 
compiete, unbiased picture of the operations of the whole 
business and its component parts is of primary importance. 


The following presentation concerns the principles governing 
the development of a report structure. 


Definition 

In the dictionary one finds that the definition of “report” covers 
considerable scope, with synonyms such as, “account,” “rumor,” 
and “explosion.” While all of us can recall reports that might 
fall in any of these classes, the particular concern is with the struc- 
ture of reports in a corporate organization where these reports 
constitute one of the principal vehicles of management control. 

The use of the word “reports” in business is almost as wide as 
the dictionary definition. One finds sales reports, personnel re- 
ports, employees’ expense reports, ad infinitum. The reports 
which are covered below are the statements prepared from account- 
ing records for the purpose of conveying to management in various 
levels of responsibility a summary of operations of each of the 
components of the business. 
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General Principles Applying to Reports 
The structure of reports must follow the structure of the busi- 
ness. Consequently, reports need be complicated only if the busi- 
ness is organized on a complicated basis, and this applies regard- 
less of the size of the business. The ideal structure of a system 
of reports is to have each report carry logically from the lowest 
level of responsibility to a similar report on each higher level of 
responsibility, retaining as far as possible the same characteristics 
throughout the different levels. Perhaps an ideal report structure 
would be one in which the reports followed the same form through- 
out except that, as the level of responsibility increased, the num- 
bers on the reports become larger. This, of course, is an over- 
simplification of the problem, but it is a principle which should 
be remembered always and followed to as great an extent as pos- 
sible. 
Fundamentals applying to the organization of reports may be 
summarized as follows: 
1. Reports must follow organization structure. 
2. Reports should show information over which those re- 
ceiving the reports have a measure of control. 
3. Reports must be prepared from accounting records and 
must tie in with accounting records. 
4. Reports should summarize results so as to provide ade- 
quate indication of performance and trends without bur- 
densome detail. 


Reports as Related to Organization Structure 


Each report should cover a definite section of the business for 
which a particular individual is responsible. While businesses 
may be organized in departments or divisions or areas or regions, 
fundamentally each section of the organization represents a por- 
tion of the business over which some individual has been delegated 
responsibility by management. The reports of this division must 
therefore reflect as accurately as possible the result of that per- 
son’s administration of his section of the business. A common 
fault in the preparation of reports is to have them follow cor- 
porate lines or some other comparatively artificial separation which 
is not in conformity with the actual line of responsibility. This 
is particularly true under present-day conditions where the impact 
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of taxes and considerations of maximum tax advantages have often 
forced the corporate organization to deviate from the operational 
organization of a business. 

Each report should show as far as possible a distinct piece of 
the organization and no other. A report that is too broad in scope 
gets away from the conception of the organization as an accumula- 
tion of individual responsibilities. Corporate structure may be 
considered as following army lines ; thus, a corporal receives orders 
covering only his squad and detailed reports showing only the per- 
formances of his squad. The sergeant receives orders covering his 
platoon and reports to show the performance of the platoon, and 
so on to the highest levels of the organization. This does not mean 
that each section of a business should be totally concerned with its 
own efforts and completely ignorant of the rest of the business. 
Employees should know the general results and their own con- 
tribution to the progress made. While every section should be 
informed of the general results of the business of which it con- 
stitutes a part, knowledge of the detailed performance of other 
sections can do no good and may often lead to harm through un- 
favorable comparisons based on insufficient information. 

To put it in another way, a supervisor of a group in an organi- 
zation should know in detail the performance of his group. He 
should also know the results of the operation of the organization 
as a whole. In this way he can take pride in the fact that he has 
for his own part made a contribution to the over-all result. To go 
back to the comparison with the army, every soldier in it should 
know that the objective has been attained and the detailed part 
that he played in its attainment. He should not know the detailed 
part that others played as that is a matter solely between those 
others and their superiors. 


Reports Based on Controllability 

Figures should be shown on the records of the section of the 
business that can do something about them. An example occurred 
in one business where an accessory was given to customers in con- 
nection with the sale of a product. The cost of the accessory had 
‘been included in the manufacturing cost of the product and, con- 
sequently, did not stand out as the cost was relatively small in rela- 
tion to the cost of the product. A change made was to charge the 
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sales operations with the cost of the accessory. There was no 
drive made to cut the expense or to limit distribution. However, 
the mere fact of putting the charge where those responsible could 
see how much was involved resulted in a saving of 50 per cent of 
the expense for the accessory. 


Tie-in with Accounting Records 

The accounting records of a company are the recognized sum- 
mary of its operations. Reports of these operations consequently 
should and must originate with the accounting records. It is a 
reasonably sure gamble that when reports covering the same oper- 
ations are prepared from different media, they will not be in agree- 
ment. When differences are found where no difference should 
be, confidence in the whole structure of reports is shaken. 

Preparation of reports from accounting records requires that 
the accounts be organized to provide information in straight- 
forward and logical order. This means that the chart of accounts 
should be patterned so that the information necessary for report 
preparation will be developed in the course of the normal account- 
ing procedure. When this is done, the preparation of reports is 
expedited, accuracy is improved, and analysis and reclassification 
are eliminated. 


Summarization vs. Detail 

Reports should summarize results so as to provide adequate in- 
dication of performance and trends without burdensome detail. 
This is a matter which requires a considerable measure of judgment 
on the part of those responsible for the development of reports. 
The ideal report will show as few figures as can be used to present 
an adequate picture of the operations which it covers. The diffi- 
culty here, of course, is that in the process of summarization, off- 
setting items may result to give a picture that is not truly represen- 
tative. For example, if a business loses five customers buying 
$10,000 a year each and gains ten customers buying $1,000 a year 
each, a report of the number of customers would indicate progress 
while the profit and loss statement would indicate the contrary. 
This is where analysis, judgrhent, and knowledge of the business 
are essential. 

Appraisal of the business to determine the important factors 
that will provide control from the standpoint of current operations 
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and general trends is the most difficult problem that one must face 
in developing a structure of reports. It is a problem for which no 
definite solution may be prescribed. The final result is dependent 
on the general nature of the business, the thinking of the manage- 
ment and those who will use the reports. In discussions with ad- 
ministrative personnel, one may often learn of certain indicators 
that have proved valuable as gauges of performances. Often such 
indicators may be emphasized in developing the plan of reports. 


As against reports that do not give adequate information, there 
are reports that attempt to give on one sheet of paper (usually a 
large one with many columns) the figures that would be all things 
to all people. The common result of a statement of this sort is 
that the person receiving the report looks at one or two figures in 
the lower right-hand corner and completely disregards the detail 
which has taken so much time and effort to prepare. 


Reports must be regarded as guide posts; they point the way 
but they don’t go there; they are indicators. Some years ago, soon 
after it opened, we visited the Rocky River Plant of the Con- 
necticut Light and Power Company. It is situated just north of 
New Milford and draws water from Candlewood Lake to make 
electricity at times of peak load. At times when the load is less, it 
draws electricity from other plants of the company and pumps the 
water of the Housatonic River up into Candlewood Lake. As the 
man who showed us the plant expressed it, it was the only means 
he had ever seen of storing alternating current. The surprising 
thing was that in a plant of this size there were practically no 
employees to be seen. The impression was that the man in charge 
could sit back in a chair and look at rows of meters which told 
him the condition of each of the various units comprising the plant. 
When a meter indicated attention was required, it was up to him 
to devote himself to the particular unit which the meter showed 
required his care. 

The ideal system of reports should be like the meters in the 
power house, showing clearly the normal and the abnormal. When 
this is done, management effort may be concentrated in the places 
where it is required and not expended on operations that are pro- 
ceeding on a satisfactory basis. 
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General Considerations 


In addition to the general principles above described, there are 
many other points that are of importance in developing a structure 
of reports. Reports should mean something; they should meet a 
definite need. A report that tells the employee receiving it some- 
thing that he knew before he got the report is of little value. A 
good manager is in sufficiently close touch with the section of the 
business for which he is responsible to have definite knowledge as 
to the status of the business. This is particularly true in the lower 
levels of responsibility, where the majority of an employee’s time is 
devoted to work and contact in the direct operation of the business. 


For example, a route salesman who is delivering products to a 
baker twice a week does not have to serve that customer many times 
before he is very familiar with him. He is able to tell you how 
much the customer purchases regularly, his prejudices, and often 
many details of his family life. Consequently, there is certainly 
no need to accumulate an elaborate record to show to that salesman 
the status of that customer’s business. Of course, if the customer 
is an important one, then it becomes essential for a manager of the 
sales department in a higher supervisory capacity to watch that 
customer in relation to other customers. It is then that we require 
reports and continuing records to show the status of our business. 


It is a usual experience that there is insufficient allowance made 
for this factor of familiarity. For example, an employee of a 
supervising office imagines himself having to serve a route. If he 
had to do this, he would start off without familiarity and, conse- 
quently, could use to advantage records of products sold to each 
customer and any other data that might be available. Within a 
short time, however, he would depend less and less on records and 
more on familiarity. The danger that must be recognized is that 
those in higher levels of responsibility may impose on those in 
lower levels of responsibility a structure of reports that is based 
upon theoretical as distinguished from practical operation. The 
way that this can be guarded against is through constant study and 
work by the accounting division with individuals in each of the 
various levels of responsibility. 

Another factor in the design of reports is consideration from the 


standpoint of those who use them rather than from the standpoint 
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of the accountant who prepares them. Figures shown should be as 
few as possible, and those that are shown should be significant. 

Confronted with a folder of detailed reports, an executive may 
make an accurate anda intelligent appraisal and analysis of figures 
on the first few reports. As he works deeper in the folder, atten- 
tion begins to waver until later reports become simply accumula- 
tions of numbers, and the features of the business they reveal are 
lost in the maze of figures. Consequently, reports should at all 
times be studied for improvement in the method of presentation to 
bring out the salient factors of the business and to minimize the 
less important. Reports should never be permitted to become static ; 
they must keep pace with the changes and the development of the 
business. 

An important principle in developing a structure of reports is 
that the person whose operations are covered by the report should 
see the report in the same form and preferably as soon or sooner 
than the man to whom he is responsible sees it. One of the easiest 
ways of bringing a reporting system into disrepute is to have a 
manager of an operation confronted by his superior with figures 
and analyses covering his own work that are a complete mystery 
to him, and that he never has seen until they were flashed upon 
him, This does not mean that he should. influence the substance or 
the form of the report. It simply means that, either through re- 
ports or familiarity, he should have as much information about his 
own operations as his supervisor has. When this information is 
lacking, the inevitable result is that defensive “bootleg” records 
are built up with resultant extra effort and, usually, confusion. 

By this is not meant that special reports or records should be 
banned. Every manager likes to have his “black book” that is in 
reality a reflection of his thinking. When an attempt is made to 
eliminate or change these supplementary records, we are attempting 
to control the thinking of the individual, which, to say the least, is 
dangerous ground. Control of “bootleg” records and “special re- 
ports” is best attained through gaining the confidence of manage- 
ment so that the records may be discussed, any duplication of infor- 
mation pointed out, and a selling job accomplished. The greatest 
impetus will come from the attitude of top management. A man- 
ager of any operation will take greatest interest in those reports 
which are being used by his superiors to judge his operations. The 
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more the reports are used by those in higher levels of responsibility, 
the more the same reports will be used in lower levels. 


Description of System of Reports 

At meetings of various accounting organizations, we very often 
find that the tendency on the part of a speaker is to define broad 
principles, many of which we knew before we ever attended the 
meeting, and to omit any description of the application of those 
principles to his own problems. Sometimes, however, a statement 
of principles may bring up some new thought or serve to clarify 
previous inconclusive thinking. As a concrete example, a report 
structure is briefly described below. This is used to cover one of 
the selling operations of Standard Brands. This company is in the 
food business, and the bulk of its operations is in food products. 
The business is divided by the management into a number of re- 
sponsibilities : 

1. The Fleischmann Division handles sales of products used 
by bakers and other consuming outlets such as hotels and 
restaurants. Principal among the products sold are 
Fleischmann’s Yeast, Frozen Eggs, Malt Syrup, Restaur- 
ant Coffee and Tea, and Frozen Fruits and Vegetables. 

2. The Grocery Division handles sales of products which are 
resold to consumers. Principal among these are Fleisch- 
mann’s Yeast, Chase and Sanborn Coffee, Tender Leaf 
Tea, V-8 Cocktail, Blue Bonnet Margarine, and Royal 
Gelatin, and Puddings. 

3. Other divisions handle specialized products such as liquor, 
barley malt, vinegar, pharmaceutical products, tomato 
products, cheese, and commodities such as green coffee, 
bulk tea, and molasses, 


In describing the structure of reports, only the Fleischmann and 
Grocery Divisions are covered as these present the most compli- 
cated picture from a report standpoint. These divisions jointly 
operate the route distribution system with trucks working out of 
450 sales branches which are organized into 21 sales districts. A 
branch consists of from I to 20 or more routes. Accounting is 
handled in sales accounting offices located throughout the country. 

The route salesmen take out the products, sell, and deliver them 
to customers directly from the trucks. To the route salesman the 
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customer is the unit of operation. Consequently, the salesman car- 
ries a route sheet on which are shown the customer, the products 
which he buys, and the sales which are made to him. 

To the branch, the route is the unit of operation. In the branch, 
a record is maintained of products sold by each route but not of 
products sold to each customer. In the district, likewise, the 
branch is the unit of operation so that the district maintains rec- 
ords of sales by each branch but not of sales by individual routes 
or to individual customers. 

The only exception is in the case of large customers where, as 
previously maintained, it is desirable to keep a record of quantities 
to watch the trend of the customer’s business so that sales atten- 
tion may be given from higher levels of sales management, The 
accounts on whom these special records are maintained are a very 
small percentage of the total number of customers served. 

Each sales accounting office maintains the accounting records of 
one or more districts covering sales, costs, expenses, and complete 
ledger records, making possible the preparation of a balance sheet 
and profit and loss statement for each district. 


Reports prepared by sales accounting offices show : 


1. Sales and expenses by branches. These are the items for 
which branches are held responsible. 

2. Profit and loss results by district. The items shown are 
those for which the district is held responsible. 


As far as possible, reporting forms are kept identical in the vari- 
ous levels of responsibility. The sales statement of a branch and 
a district is identical. With few exceptions, allocations and arbi- 
trary distributions are omitted from the statements. The effect of 
this structure of reports is that a summary report is prepared for 
each level of responsibility showing only the items to which respon- 
sibility applies. When the reports indicate a situation which re- 
quires analysis or question, the particular problem is followed 
down through the levels of responsibility to its solution. For ex- 
ample, if a certain situation is revealed in reports from one loca- 
tion only, then the analysis of the situation requires reference back 
to the manager responsible for the location which is being ques- 
tioned. 
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In the Headquarters Office, there is a complete corporate struc- 
ture of reports. The figures on these reports are larger, and it is 
necessary to show some items which are not required on reports of 
individual responsibilities, but here again, the general pattern is the 
same. The reports rendered to management and directors cover 
the customary balance sheet and profit and loss statement. Below 
these are individual statements showing the operating results of each 
major responsibility which simply represent the accumulation of 
reports from the different units comprising that responsibility. 
Following these are statements covering certain subdivisions of re- 
sponsibility. For example, there is prepared a consolidated adver- 
tising statement to show expenditures for advertising in relation to 
budget, statements of departmental expenses, details of income 
credits and charges, and other items applying to the corporation as 
a whole. 


Conclusion 

If one were to go back over what has been written, he would find 
that the word which has been stressed more than any other is “re- 
sponsibility.” That is and must be the keystone of any reporting 
structure. While reports must be prepared from accounting rec- 
ords, accounting considerations must be subordinated to the oper- 
ating structure of the business. A report must cover a logical 
division; the latter is the branch of a business managed by an 
individual; organizations are made up of individuals, and the 
purpose of reports is to resent a picture of the performance of 
these individuals. A structure of reports on this plan is a dynamic 
adjunct of management rather than an accounting post mortem. 
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OUR OPEN FORUM 


This section of the Bulletin is available to all for the informal dis- 
cussion of technical matters of interest to our members. Included 
here will be comments on articles, ideas and suggestions arising out 
of these articles, and other correspondence in which our members are 
likely to be interested. The ideas expressed are those of the individual 
correspondents, and all shades of opinion will be welcomed to the 
extent that the ideas expressed are constructive and of general inter- 
est. 











SraBitizep Income Reports THroucH “Activity” DeprectATion METHODS 


Editor, N. A. C. A. Bulletin: 

The article on “Profit Stabilization” by Carl T. Devine, appearing in the 
May 1 Bulletin, proved to be very interesting reading. No serious question 
can arise until that part is reached which Dr. Devine terms “Activity as 
Basis for Overhead Application.” 

For the benefit of those who may not have read the article, the following 
excerpt is quoted: 

There is nothing essentially wrong with taking depreciation on stand-by 
equipment and buildings only in those periods which the business re- 
ceives benefits from such assets. This procedure squares with the un- 
derlying principle of depreciation and is, in fact, often used in some 
industries as the “activity” method. Its use may well be extended to 
cover buildings and other assets which usually are depreciated on a time 
basis. 

There is much to be said in favor of treatirfg overhead in general and de- 
preciation in particular on the basis of “activity.” Not only would there be 
a great step taken toward the stabilization of reported net income, but also 
the preparation of budgets and the projection of balance sheets would be a 
far simpler task. It would make us all happy if, in the preparation of bud- 
get estimates, we could ignore the variously called “Fixed,” “Stand-by,” or 
“Time” costs and treat all costs as directly variable with production. We 
have the desire, but lack the daring. 

The time cost factor is of vital importance in the conception and operation 
of any enterprise. Any business that attempts to relegate the time element 
to the background is courting failure. 

A great part of the machinery and equipment we use in our own plants 
is of special design and construction. If properly maintained and repaired 
it would be useful to us for an indefinite period. Nevertheless we have 
learned from experience that either the machinery or the product turned 
out with such machinery may suddenly become obsolete. With this thought 
in mind it is incumbent upon us to gather as many relative statistics as 
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are available and write off a definite portion of the cost of these facilities in 
each accounting period regardless of the rate or volume of production in 
such period. 

If time is still considered to be of secondary importance in the recovery of 
costs through depreciation, let one attempt, in peacetime years, to depreciate 
an automobile on the “Activity” basis. Say that your car cost you $2,000, 
will run for 100,000 miles with a depreciation rate of 2 cents per mile. Then 
assume that for unforeseen reasons you drive it only 10,000 miles in the first 
two years accruing depreciation of $200. On your books your car is worth 
$1,800, but if you sold it in the market you would net something like $1,000 
to $1,400. This, then, was obviously a “passage of time” cost that was 
overlooked in your reported net income of the previous two years. It is 
true, of course, that the automobile, unlike productive industrial facilities, may 
have a strictly personal value and can be made to serve one’s purpose for 
the full 100,000 miles, but this does not weaken the point here made. 

Certainly no one will deny the national recognition given to the dangers 
of obsolescence and the importance of time in the cost recovery of emergency 
wartime facilities. Even the Federal Bureau of Internal Revenue “bent” 
a little on this point. 

It must be remembered that the accounting profession’s “sacred” pledge 
to “provide for all losses and anticipate no profits” was largely administered 
by business management itself. A recent article reminded us that the two 
great motivations of mankind are still the hope of reward and the fear of 
punishment. Business leaders, being a part of mankind, early recognized 
the very real costs that are incurred with the passage of time and made 
their demands accordingly. 

We have all learned that “Time does not stand still” and wait for “activity” 
to catch up with it. Under a free economy—and we have hope that our own 
economy shall remain free—the forces that make for betterment are for- 
ever at work. These forces are at work regardless of whether the object we 
are depreciating is working or not. Therefore, this object, if not of the 
very best, is in constant danger of becoming obsolete over night. To provide 
for this contingency we must charge off a definite portion of its cost within 
a specified time whether during such time we produce only one hundred or 
as many as a million units of product. In the meantime, “stabilized income 
reporting” will have to await stabilized production and markets. 


A. G. CRANDALL, 
Chicago Chapter. 
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COST CURRENTS 











Sort Reports on IreMs or CuRRENT INTEREST TO INDUSTRIAL 
AccouNTANTS 


Termination Regulations 16, 17, and 18 Promulgated—The Office of 
Contract settlement has recently issued three new regulations. Regulation 
No. 16 deals with company-wide settlements; Regulation No. 17 deals with 
the protection of termination claims of subcontractors; and No. 18 prescribes 
the form of application to be used in connection with disposition of govern- 
ment-owned plant equipment. 


Regulation No. 16 


Under Regulation No. 16, the present method of settlement of ter- 
minated war contracts.through negotiation by the parties involved will 
be supplemented, wherever feasible by company-wide settlements. The 
contracting agencies are directed to undertake company-wide settle- 
ments of claims under prime contracts and subcontracts which have 


been terminated “as a result of the modification or termination of a prime " 


contract for the convenience or at the option of the Government, or under 
other circumstances which require the Government to bear the cost of 
settling the terminated subcontract.” 

Following are excerpts from the regulation : 

3. Criteria for selection of contractors—In general, it is determined that 
expeditious and equitable settlement of termination claims. will be ad- 
vanced by company-wide settlement in the case of those contractors— 
a. Who are subcontractors under numerous war contracts for the pro- 

duction of articles for different purchasers ; 

b. Whose volume of war business and termination claims, actual and 
anticipated, is sufficiently large to make such settlement lead to the 
economical utilization of government personnel ; 

c. Whose terminated war contracts are of such character that they 
can efficiently be settled by one contracting agency on behalf of 
other contracting agencies, and 

d. Who have efficient termination organizations. 

Among contractors who meet these conditions, preference should be given 

to those upon whom large numbers of lower tier subcontractors depend 

for payment of their claims. 

4. Assignment of contractors.— 

a. A war contractor desiring company-wide settlement shall apply in 
writing to a contracting agency. The application shall contain a 
statement by the contractor indicating its willingness to comply 
with the regulations prescribed for company-wide settlement and 
shall contain such information regarding the contractor’s war busi- 
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ness as the contracting agency may require to facilitate a proper 
assignment of the contractor to a contracting agency and to a 
bureau or division thereof for company-wide settlement. This shall 
include information regarding the contracts of the contractor, its 
termination organization, and the subcontractors holding subcon- 
tracts under it. 


. There is hereby established a committee of three members for the 


assignment of contractors for company-wide settlement. This com- 
mittee shall consist of a representative of the Office of Contract 
Settlement, a representative of the War Department and a repre- 
sentative of the Navy Department. Each application by a con- 
tractor for company-wide settlement shall be referred to the com- 
mittee, with the recommendation of the contracting agency with 
which such application was filed. The committee will review such 
applications and recommendations, and may request any contracting 
agency to make such further investigation thereof as it considers 
appropriate. After consultation with the contracting agencies con- 
cerned, the committee, by unanimous vote, may assign the applicant 
(hereinafter called the “assigned contractor’) to a contracting 
agency (hereinafter called the “designated agency”) for company- 
wide settlement. In making such assignment, the committee shall 
specify the contracting agencies on behalf of which the designated 
agency shall have authority to settle termination claims of the as- 
signed contractor. In the event that the members of the committee 
fail to agree on an application for assignment, or on the scope of 
the authority of a designated agency, the matter will be decided by 
the Director of Contract Settlement. In the event that changed cir- 
cumstances make it desirable to reassign a.contractor from one 
contracting agency to another, such reassignment may be made by 
unanimous vote of the committee, or, in the event of disagreement, 
by the Director. 


5. Authority of designated agency.— 
a. The designated agency shall have authority to settle termination 


claims of the assigned contractor arising under prime contracts of 
any contracting agency specified by the committee in making the as- 
signment, and under subcontracts in any tier under any prime con- 
tract of any such contracting agency. Settlements of claims under 
subcontracts may be made by the designated agency without regard 
to any limitation on the amount payable by the Governthent to the 
prime contractor. 


. The designated agency shall have authority to take any appropriate 


action which a contracting agency is authorized by law to take in 
connection with the removal, storage, and disposal of termination 
inventory and other property held in connection with such war 
contracts. 
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c. The designated agency shall have authority to make available in- 
terim financing to the assigned contractor, and to provide funds 
to that contractor, by loan or otherwise, for the purpose of making 
partial and final payments on account of termination claims of his 
subcontractors in any tier. 

d. In exercising its authority under this regulation, the designated 
agency shall have all the powers of the contracting agencies under 
the Contract Settlement Act of 1944, except those under Section 
17. In connection with each termination claim included in company- 
wide settlement, the designated agency shall discharge the responsi- 
bilities with respect to settlement, removal and storage of termina- 
tion inventory and other property, and interim financing which the 
act imposes upon the contracting agency which modified or ter- 
minated the prime contract involved. 


7. Set-offs, assignments, and insolvuency—Company-wide settlement and 
payment of termination claims may be made without regard to any as- 
signments by, or insolvency or bankruptcy of, higher tier war contrac- 
tors, and without regard to set-offs between contractors in the com- 
tractual chain. Such settlement and payment shall be made without 
deduction for claims which the Government may have against any war 
contractor other than the assigned contractor. Nothing herein shall 
prevent the designated agency from protecting set-offs which the 
Government may have against the assigned contractor to the same 
extent that set-offs against prime contractors are protected under the 
disbursement procedures of the designated agency. Payments under 
terminated contracts of an assigned contractor will be made consistently 
with the terms of assignments executed by that contractor, of which 
the disbursing officer has knowledge. 

8. Allocability of subconiracts——As proof that a terminated subcontract 
on which a claim is based is a war contract, and that it is allocable to 
the terminated or modified portion of another war contract, a desig- 
nated agency may accept a written statement from the war contractor 
in the next higher tier to the effect that the terminated work under the 
subcontract of the assigned contractor was required for the perform- 
ance of the terminated or modified portion of a war contract held by 
that higher tier war contractor. Where the amount of the proposed 
settlement of the termination claim of the assigned contractor (without 
deducting disposal credits or payments on account of termination 
claims of subcontractors) exceeds $25,000, the assigned contractor 
should be required to secure a similar statement from the prime 
contractor and each intervening subcontractor as to the subcon- 
tract immediately under such prime contractor or intervening sub- 
contractor in the chain, unless there is other affirmative evidence of 
allocability. Where the amount of the claim of the assigned con- 
tractor does not exceed $25,000 such further statements should not be 
required unless there is reason to believe that the terminated subcon- 
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tract of the assigned contractor was not directly or indirectly required 
for the performance of the terminated or modified portion of a prime 
contract. 


Regulation No. .17 


Regulation No. 17 prescribes methods of assuring to subcontractors cer- 
tain payments which, by reason of the insolvency or possible insolvency of 
higher tier war contractors, or other cause, might not be received under 
the usual vertical basis of settlement of termination claims through the prime 
contractor and intervening subcontractors. The regulation applies only to 
claims arising from the termination of a subcontract. It does not apply to 
claims on account of completed articles delivered or services performed. 

The contracting agencies may make “direct settlements” with subcon- 
tractors wherever the agencies are satisfied that a contractor is unable to 
meet his obligations with his subcontractors, and in other cases where such 
action is deemed “necessary or desirable for the expeditious and equitable 
settlement of such claims.” It is also provided that— 

3e. Direct settlement with a subcontractor may be made without regard 

to any assignment by, or insolvency or bankruptcy of, higher tier war 
contractors, and without regard: to set-offs between contractors in the 
contractual chain. Such direct settlement shall be made without de- 
duction for claims which the Government may have against the prime 
contractor or any other higher tier war contractor. Nothing herein 
shall prevent a contracting agency from protecting set-offs which the 
Government may have against the subcontractor with whom direct 
settlement is made. 


The regulation provides that a contracting agency shall not be required to 
investigate the financial condition of a contractor unless it receives a request 
for protection from one or more subcontractors. The identity of the con- 
tractors making the request is not te be disclosed to the contractor whose 
financial condition is questioned. 

The regulation also makes provision for direct settlenient of subcon- 
tractors’ claims even though such compensation already has been included 
and paid as part of a settlement with another contractor. This provision 
applies, however, only to those cases where the subcontractor has no other 
practicable means of getting reimbursed and where the exigencies of war 
production required that he take unusual risks. The following paragraph 
from the regulation illustrates the circumstances in which such payments can 
be made. 

5b. Before making a payment under this Section, the contracting agency 

must determine that in the circumstances of the particular case equify 
and good conscience require it. The determination will call for the 
exercise of sound judgment on the facts of each case. For example, 
many contractors, at the instance of representatives of a contracting 
agency and in order to expedite war production, assumed risks in deal- 
ing with previously unknown or with over-extended customers, 
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contrary to their normal peacetime practice. In such cases, considera- 
tions of fairness may make it appropriate for the contracting agency 
to make payments to subcontractors who could not otherwise obtain 
fair compensation for the termination of their subcontracts. On 
the other hand, the contracting agencies are not expected to make 
payments under this Section to subcontractors who incurred the risk 
of non-payment in the course of normal business dealings. 


The regulation also directs the contracting agencies to furnish subcon- 
tractors information concerning the contract numbers of the prime contracts 
to which their subcontracts relate and of the names and addresses of the 
contracting officers administering such prime contracts. 


kegulation No. 18 

This regulation prescribes Forms 5 and 5-a of the Office of Contract Settle- 
ment for use by “facilities contractors or subcontractors in possession” when 
seeking purchase or removal of government-owned plant equipment. The 
new forms are for use by contractors in making offers to purchase govern- 
ment-owned plant equipment in their plants as well as requests to govern- 
ment agencies to remove such equipment from their plants. Contractors 
with a facilities contract, lease, or similar arrangement made directly with 
an owning agency should present their offers to purchase and requests for 
removal to that agency. Contractors whose facilities contract, lease, or 
similar arrangement is with a facilities contractor should present their offers 
or requests to that contractor. Separate supporting schedules should be 
prepared for the equipment that the contrattor wishes to purchase and for 
the equipment he wishes to have removed from his plant. The owning 
agency will advise the number of copies of the form to be submitted. Forms 
may be obtained from any government contracting agency, or from the Re- 
adjustment Distribution Center, 90 Church Street, New York 7, N. Y. 

* * * * *& 

Tax Rules on Reconversion Costs—The Bureau of Internal Revenue on 
June 1 issued Mimeograph 5870 entitled “Treatment of Reconversion Costs 
of War Contractors.” The bulletin is in the nature of an interpretation of 
the present law and is reprinted below in full. 

In a case of a war contractor who reconverts to peacetime production 
and incurs reconversion costs, such costs shall be treated for Federal 
income and excess profits tax purposes in accordance with the following: 
a. General rules applicable—(1) Section 23(a)(1) of the Internal Rev- 

enue Code provides that in computing net income there shall be allowed 
as deductions all the ordinary and necessary expenses paid or incurred 
in carrying on a trade or business, and section 29.23(e)-3, Regulations 
111, contains provisions for deducting losses where property is aban- 
doned or discarded. (2) Section 24 of the Code provides that in com- 
puting net income no deduction shall in any case be allowed in respect 
of any amount paid for new buildings or for permanent improvements 
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or betterments made to increase’ the value of any property, or in respect 
of any amount expended to restore property. 


. Scope of deductible reconversion costs—In general such costs include 


the expenditures necessary to restore the plant layout to an operating 
condition substantially equivalent to that existing when it was con- 
verted to war production. The term does not include costs which 
result in enlargement or substantial improvement of the facilities over 
their condition prior to conversion to war purposes. Ordinarily the 
full cost of converting newly acquired war facilities shall be capitalized. 
For example, in the case of facilities which were constructed or ac- 
quired for war production purposes and are owned by the Government, 
if a taxpayer acquired any such facilities with a view to rehabilitating 
or remodeling them and making them suitable for his peacetime pro- 
duction, no loss is deductible by reason of any demolition cost in re- 
modeling the facilities, and the cost of remodeling constitutes a capital 
expenditure. A similar rule is applicable with respect to facilities, the 
entire cost of which is being recovered by the taxpayer through amorti- 
zation deductions under section 124 of the Internal Revenue Code. 
Costs not borne by taxpayer—If a taxpayer is definitely entitled to 
compensation or reimbursement for any item of reconversion cost 
incurred, as, for exemple, where there is specific provision therefor in 
an agreement, the amount of the item, to the extent deductible, shall 
be deducted in computing net income for the taxable year for which 
the compensation for such item is includible in gross income; and if 
the compensation or reimbursement is not includible in income, the 
amount of such item, to the extent that it does not exceed the amount 
of the compensation or reimbursement, shall not be deductible for any 
taxable year. 

Removal of war facilities and materiais—Subject to the exceptions 
stated in this paragraph and in the preceding paragraph, the costs of 
removing war facilities and materials from the contractor’s plant shall 
be deducted in computing net income for the taxable year in which such 
costs are incurred. In the case of facilities subject to depreciation at 
rates based on cost less net salvage value (i.e. gross salvage value less 
cost of removal), the cost of removal of such facilities shall be deduct- 
ible only to the extent that they exceed the amount deducted therefor 
in computing such net salvage value. In the case of a facility subject 
to amortization deduction under section 124 of the Internal Revenue 
Code, as amended, the cost of removing such facility is deductible only 
to the extent that it exceeds the salvage value of the facility at the 
time of removal. 

Loss of useful value of facilities—If upon termination of war pro- 
duction or upon reconversion to peacetime production a facility is 
abandoned or permanently discarded within the meaning of section 
29.23(e)-3 of Regulations 111, a deduction for loss of useful value is 
allowable for the taxable year in which the facility is so abandoned or 
discarded, regardless of whether the facility is an emergency facility 
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within the meaning of section 124 of the Internal Revenue Code, as 
amended (cf. LT. 3652, L.R.B. 1944-7, 4). See; however, the above 
paragraph (c). The adjusted basis of the facility for the purpose of 
determining the amount! of such loss shall be the adjusted basis at the 
date the facility is abandoned or discarded. 

. Cost of moving machinery.—As used in this paragraph, the “cost of 
moving” includes expenses incidental to rearranging machinery for 
peacetime production and does not include installation or reinstallation 
costs which are discussed in paragraph (g), below. Where machinery 
was removed from the plant in converting to war production, the cost 
of moving such machinery to the plant in reconverting is deductible in 
computing net income for the taxable year in which the expense is in- 
curred. A similar deduction is allowed for the cost of moving machinery 
from one location to another within the plant. Also where machinery 
installed by the contractor for war production purposes is to be used by 
the contractor in peacetime production, the cost of moving such ma- 
chinery in rearranging the plant is deductible. The rule stated in the 
preceding sentence is not applicable in the case of government-owned 
machinery which is acquired and moved by the taxpayer, if the Govern- 
ment is obligated to remove machinery. 

. Reinstallation of machinery.—When machinery is purchased and set up 
ready for use, ordinarily the cost of such installation is part of the 
original cost of such machinery and constitutes a capital expenditure, 
for the machinery is not ready for use until installed and the installing 
of machinery constitutes an improvement. MacAdam and Foster, Inc., 
8 BTA 967. In some circumstances, however, as in the case of heavy 
machines, the cost of foundations and the installation costs may be 
charged to separate accounts, rather than to the cost of the machine. 
In such cases, the cost of the original foundations and original instal- 
lations, less depreciation accrued thereon and less the salvage value 
thereof, constitute a deduction at the time they were removed to con- 
vert to war production, provided that such deduction was taken by the 
taxpayer in filing his return for the year of removal. Upon recon- 
verting to peacetime production, the cost of new foundations or in- 
stallations in such cases shall, to the extent of the adjusted basis of 
the old foundations at the time of their removal, be treated as capital 
expenditures. If any such foundations were constructed for war pro- 
duction purposes or any such installations were made for such pur- 
poses, and if in reconverting to peacetime production such foundations 
or installations are removed, the cost thereof, less depreciation or amor- 
tization to the date of the removal and less any salvage value, constitute 
a deduction in computing net income for the taxable year of the 
removal. In the case of machinery which was installed for war pro- 
duction purposes and is moved and reinstalled for peacetime production, 
if the entire cost of installation is being recovered through amortization 
under section 124 of the code, as amended, the cost of reinstallation is 
not deductible and shall be capitalized as part of the cost of the ma- 
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chinery. The installation cost with respect to new machinery replacing 
old machinery which was abandoned upon conversion to war produc- 
tion or which is unusable upon reconversion to peacetime production, 
and the installation cost of any other additional machinery, constitute 
capital expenditures. Also, the costs of reinstalling government owned 
machinery which is acquired and moved by the taxpayer, constitute 
capital expenditures. Subject to the foregoing, if the original in- 
stallation cost was not deducted for the taxable year in which the 
machinery was moved in converting to war production, the cost of re- 
installing such machinery is deductible in computing the taxable income 
for the year in which such cost is incurred. For the purpose of the 
foregoing provisions of this paragraph, “machinery” includes ma- 
chines; electrical apparatus such as generators, motors, etc.; electrical 
accessories; overis and furnaces; conveyor equipment, provided that 
they are movable. See, also, the above paragraph (c). 


. Cost of reconverting building —As used herein, the term “building” 


includes piping, wiring, fixtures and other building equipment which 
constitute an integral part of the building and are necessary for the 
general purpose for which the building would ordinarily be used in 
peacetime production. For example, such equipment may include 
plumbing and toilet facilities, water, sewer and drain pipe, sprinkler 
and fire protection systems, power wiring from connections with main 
line systerns to wall outlets, lighting wiring, heating systems (including 
boilers, furnaces, and accessories) installed within the building, ventil- 
ating systems, elevators, fire escapes, and steel floor plates which serve 
as a part of the floor. For Federal income and excess profits tax 
purposes, a building, together with all such equipment, may be included 
in one account with a_composite rate of depreciation, or the building 
equipment may be set up in separate accounts, in which event separate 
ratés of depreciation may be applicable to the particular items. If in 
converting to war production any part of a building was demolished 
by taxpayer, ordinarily such taxpayer is entitled, in computing net in- 
come for the taxable year of such demolition, to deduct the undepreci- 
ated cost of the part of the building demolished. For example, if in 
making alterations for the purpose of converting to war production 
the taxpayer tore out a wall, discarded floors, or changed the roof 
and ceiling, the depreciated cost of the portion of the building so de- 
molished constitutes a proper deduction in computing net income for 
the year in which the demolition occurred. In some cases, however, it 
will be very difficult to establish the undepreciated cost of the portion 
of the building removed or demolished. Cf. Treat Hardware Co., 6 
BTA 768. In such cases, where the taxpayer has not claimed and is 
not allowed any deduction of a loss for the taxable year of the removal 
or demolition, and it is not feasible to determine the amount of such 
loss, if upon reconverting to peacetime production the parts of the 
building so removed or demolished are replaced to restore the building 
to its original condition, the taxpayer may, in computing net income for 


1023 













N. A. C. A. Bulletin July 1, 1945 











the taxable year of the change, deduct the cost of making the restora- 
tion or replacement. If, however, the part of the building previously 
removed or demolished is, upon reconversion to peacetime production, 
replaced with a new and improved type of material or device, the 
amount allowable as a deduction in computing net income for the 
taxable year of the reconversion shall not exceed a reasonable estimate 
of the amount necessary to restore such part of the building to its 
original condition. The provisions of the preceding sentence are not 
applicable where, for example, the taxpayer installs a new heating, 
sprinkler, or ventilating system, for in such case the amount of loss 
deductible for the taxable year in which the old system was discarded 
is reasonably ascertainable. However, the taxpayer is entitled to de- 
duct as ordinary and necessary business expenses (1) the cost of re- 
moving and relocating any building equipment which was moved and 
relocated for war production purposes and which, upon conversion to 
peacetime production, must again be moved and relocated, and (2) the 
costs of reinstalling any building equipment which was removed and 
stored during the period of war production. The provisions of the 
preceding sentence are applicable, for example, in a case of pipe, wiring, 
and building fixtures. See, however the above paragraph (c). The 
foregoing provisions of the paragraph are applicable in the case of a 
lessee of a building with respect to which changes were made to adapt _ 
it to war production purposes. Furthermore, if the lessee is under an 
obligation to restore any part of the premises to substantially its former 
condition, the entire cost of making such restoration is deductible in 
computing net income for the taxable year in which such cost is 
incurred. 
Repairs—The cost of incidental repairs made in connection with re- 
conversion to peacetime production is deductible in computing net in- 
come for the taxable year in which the repairs are made. Such repairs 
are limited to those which do not materially add to the value of the 
property or appreciably prolong its life. See section 29.23(a)-5, Reg- 
ulations 111. Among the items included in this category are, for 
example, the cost of painting; replacing broken, damaged, or short- 
lived parts of machinery; replacing defective parts of a wiring system; 
and replacing broken or wornout rails in a transportation system. See, 
however, the above paragraph (c). 

Correspondence in regard to this mimeograph should refer to its 
number and the symbols IT:NDC. (Mim. 5870, June 1, 1945.) 


















